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Valuation of Securities for Inheritance-tax
Purposes*
By Nathaniel Seefurth

At the outset it might be well to observe that there is very little
written information on the principles involved in the valuation of
common stock and proprietorship or partnership interests.
This scarcity of material is so apparent that it is reasonable to
wonder whether there are any definite, reliable principles that
make the market for this class of property rights. Are prices
governed by a vague, formless feeling as to values or do more or
less scientific methods of appraisal control the prices bid on the
stock exchanges? The goal of the inheritance-tax appraiser re
garding all kinds of property is market value on the date of the
owner’s death. In the case of listed securities regularly bought
and sold on an exchange a reference to the daily quotation sheets
will give the desired results. More often than not, however, there
is no established market for a particular security. Market value,
then, is not an actuality but rather a theoretical standard to be
attained only by the application of some definite, coherent prin
ciples. The appraiser must always be mindful, however, of the
fact that the ultimate objective is “what a willing buyer would
pay to a willing seller both being fully cognizant of all the facts.”
To a certain extent each case, being different in its facts, must be
decided on its individual merits but this does not preclude the
thought that there may be general principles that will help to
solve the problems at hand. It is my intention to attempt in
this paper to unearth some workable principles whereby the
theoretical market value can be attained for securities and similar
property interests having no otherwise established market value.
This applies more particularly to closely held common stock and
interests in business owned by sole proprietors or partners.
If we wish to obtain a sound value for inheritance-tax purposes
we must necessarily follow the rules that either consciously or
unconsciously guide probable investors—not speculators—in bid
ding for the stock in question. Due regard must be had for the
* An address delivered at a regional meeting of the American Institute of Accountants, Chi
cago, Illinois, November 17, 1925.
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character of the business, its stability and the importance to the
business of the deceased stockholder. The value of money is also
a factor. These individual items, however, are only component
parts of one dominant thought in the mind of every purchaser,
that is, the probability of profits in excess of the normal return for
capital. It is almost axiomatic that the amount of the return de
manded by a purchaser increases as the probability of the return
decreases. In other words speculative enterprises must pay a
higher rate to attract capital than those of a more stable character.
It is fair to assume that the reasonable probability of “super
profits,” or profits in excess of the normal interest rate, is the
moving spirit of business. A business with a net profit which does
not exceed the normal interest or return which money will earn
without apparent risk can not in the nature of things attract cap
ital and induce it to assume the risks incidental to that business.
There must be a premium or inducement in the form of “super
profits” to attract capital. It follows then that the net profits
available for dividends on common stock constitute the controlling
factor in fixing the price of the stock. The book value of stock
or the value of the tangible assets of the corporation is one of the
elements which make these profits possible. All other elements I
shall include in the term goodwill. The purchaser of a going busi
ness not only gets the tangible assets but he acquires an estab
lished patronage, favorable contracts, leases, patents, copyrights
or other intangible rights that give the tangible assets profit
making possibilities. The combination of these elements under
proper management produces the profits of the business.
If the price of stock were valued solely on the basis of the tan
gible assets employed in the business there would be no problems
involved in its valuation. Tangible assets constitute the known
quantity. It is the intangible assets, the goodwill—a term which
covers the sum of all peculiar advantages enjoyed by the business
—that gives the tangible assets more than normal profit-making
possibilities. I shall not waste any time on the theoretical aspects
of goodwill and what is covered by that term. It is sufficient to
say that the valuation problem is greatly simplified by separating
a business into tangible assets and goodwill without attempting to
divide the latter into smaller units. Definitions of goodwill are
more or less academic and have no place in a discussion of the
practical problems incident to the valuation of stock or other in
terests in business. We are chiefly concerned with the fact that
10
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goodwill is an unknown quantity, apparently subject to no defi
nite rules of valuation and not capable of assuming a definite
market value as in the case of tangible assets. Yet this seemingly
nebulous item can be and often is a more valuable asset than the
total tangible assets. For this there can be but one reason, that
is, the profit-making possibilities inherent in that particular
goodwill. The value of goodwill fluctuates just as does any other
asset and its value must inevitably increase or decrease as the
profits of the business increase or decrease. If it is carried on the
books as an asset the value should be closely scrutinized. If it is
low the government will change it. If it is high it will be prima
facie evidence of the actual market value in inheritance-tax pro
ceedings. Owing to its perishable character many businesses
either do not carry a goodwill account or carry goodwill at one
dollar. If, however, goodwill is actually a substantial factor in
the earnings of such a business a very high rate of return will be
shown, for the business will really be under-capitalized.
The large part that goodwill plays in the value of a business is
illustrated in the history of many of our present-day corporations
which were the outgrowth of partnerships or sole proprietorships
that had been exceedingly profitable. The financing was gener
ally accomplished by an issue of preferred stock in nearly the
same ratio as the tangible assets and an issue of common stock to
cover the value of the goodwill. In the corporation of F. W.
Woolworth & Co. the goodwill was capitalized at $50,000,000.
That this estimate was not exaggerated is justified by the history
of Woolworth common. The importance of goodwill in the value
of some stocks is further illustrated by the price at which stock
of the Vick Chemical Co. was recently offered to the public. The
Vick Chemical Co., manufacturers of a popular and widely ad
vertised salve or ointment, showed average net profits from 1922
to 1925 of $1,850,000 on an invested capital of about $2,000,000.
There are 400,000 shares outstanding, thus giving each share a
tangible asset value of $5 and earnings of $4.60, or 92 per cent of
the tangible assets. One hundred thousand shares were offered to
the public at $41 a share. Apparently the goodwill was valued
at $36 a share or seven times as much as the tangible assets and
eight times the annual net profits. At $41 a share the stock
earned 11 per cent. Recently the stock sold just above 41. In
the same way the recent offering of stock of the Fair Department
Store at $35, by a syndicate which bought out the old owners,
11
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indicated that a value of about $20 was placed on the goodwill
or over five times the average earnings over a period of three
years. At $35 the stock would earn 10 per cent. Recently the
stock sold at about 35.
The burden of the instances just cited is that goodwill is often
an important, if not the most important, contributing factor to
the market value of the common stock of a corporation. It is
one thing, however, to capitalize goodwill for the purpose of a
public offering of stock and entirely another thing to capitalize
goodwill for the purpose of an inheritance-tax valuation, par
ticularly where the decedent was the mainspring of the corporate
management. Goodwill, being the capitalized value of prospec
tive profits, may entirely evaporate or at least be seriously
diminished if the brains of a business must be suddenly replaced.
Consequently we should be careful in using transfers of goodwill
during lifetime as comparatives for valuing transfers of goodwill
after the death of the holder. The present methods of valuing
goodwill for inheritance-tax purposes upon past performance are,
perhaps, the result of practical necessity, but they should be
applied cautiously.
There are two methods in vogue in this country of valuing
securities. One method, which may be termed the “asset”
method, uses the corrected average book value over a period of
years as the basis of valuation. This method is used in New
York and has received the approval of the New York court of
appeals. The other method, which I shall call the “earnings”
method, capitalizes the average net earnings over a period of
years without reference to current assets to arrive at a fair market
value. This method is used extensively for federal estate-tax
purposes and has received the approval of the United States
board of tax appeals. The practical effect of these methods can
be very simply illustrated. Let us assume a corporation with
net tangible assets of $1,000,000, after making due allowance for
depreciation, and average yearly net earnings of $200,000, after
deducting proper amounts for salaries. There are 1,000 shares of
common stock outstanding. This stock would be valued in New
York as follows:
From the earningsof $200,000 there would be deducted 6 per cent
on the invested capital of $1,000,000 employed, or $60,000, thus
leaving $140,000 as the average earnings attributable to goodwill.
As a matter of fact no absolute rate of return is determinable but
12
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for practical purposes of valuation the New York courts in a
number of cases have arbitrarily adopted 6 per cent as the rate of
return which shall be allowed upon invested capital. The ques
tion now is how many years this goodwill may reasonably be
expected to exist. Various multiples have been used from 1 to 10.
Dicksee, an English writer, has suggested 1 to 5 years for a trading
company, 1 to 4 years for a manufacturing company, 1 to 3 years
for a professional practice, and for newspapers and other quasi
monopolies a higher figure—even ten years is not unusual. Each
case must, of course, be treated upon its merits. The New York
courts have said that the number of years’ “purchase,” as it is
called, is a question for the jury to decide and depends upon many
factors. In a recent case involving the valuation of the stock of
the De Laval Separator Co. five years was considered not un
reasonable in view of the business sales, increased assets, divi
dends paid, and corporate existence of thirty-six years; the fact
that the welfare of the concern did not depend on any one person’s
capacity; the reputation and standing of the name in the trade,
and its location and permanency, although the court also con
sidered the fact that there was a tendency to lessened earnings
on account of increased competition. In the case which we have
assumed above, if the earnings had been stable over a period of
years and the decedent’s services were not a necessary factor in
those earnings the average of $140,000 might be multiplied by five
to get $700,000 as the capitalized value of the goodwill. Adding
that sum to the $1,000,000 invested capital we have a value of
$1,700,000 or $1,700 for each of the 1,000 shares.
As a matter of contrast, let us now value this stock by means of
the straight capitalization-of-earnings method. Average annual
earnings, after the deduction of salaries, were $200,000 on an
average net invested capital of $1,000,000, or 20 per cent. The
board of tax appeals, as we shall later see, has approved 15 per
cent as a rate of capitalization, that is, 15 per cent is assumed to be
a fair return on the invested capital in the average business. A
business earning not to exceed 15 per cent on its invested capital
has no appreciable goodwill. Only the excess earnings above that
figure should be capitalized at 15 per cent on account of goodwill.
This amounts to the same thing as capitalizing the entire net
earnings at 15 per cent which in our case gives a value of about
$1,300,000 to the business, or $1,300 for each of the 1,000 shares.
In other words, a share of stock that earns $200 annually is worth
13
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$1,300. This may appear to be a very conservative valuation but
if it errs, it errs upon the side of safety. When we consider that
such an elusive item as goodwill is very apt to be jeopardized on
account of the death of the person whose stock is being valued the
continued existence of goodwill should be underestimated rather
than exaggerated.
The “asset” method of valuation as used in New York treats
tangible assets and goodwill separately. The market value of the
tangible assets at the decedent’s death is taken and the goodwill
capitalized as an asset at an estimated figure. In our case the
goodwill was capitalized on the basis of five years’ purchase or at a
rate of 20 per cent. This method presupposes that a business
will always be worth as much as its tangible assets, and earnings in
excess of 6 per cent indicate the presence of goodwill. This notion
can hardly be justified in view of the fact that listed securities
often have a market value less than the book value of tangible
assets during periods when earnings are poor. We can not get
away from the fact that it is earnings and earnings alone that give
value to common stock. Assets and liabilities may indicate the
possible trend of earnings but it is business on the books or busi
ness that will be on the books that makes the market. Conse
quently I believe that the straight capitalization-of-earnings
method is the fairest and closest approximation to the truth, at
least for inheritance-tax purposes. What the rate of capitalization
should be is a question that is not subject to generalization. For
a stable, old, established industry that has enough momentum to
run without the personality of the deceased stockholder the rate
might be as low as 10 per cent. For a business based upon the
fads and fancies of the public the rate might be 50 per cent. The
board of tax appeals used 15 per cent in valuing the stock of the
L. Fish Furniture Co., an installment furniture house of Chicago.
This rate might be considered an average for the general run of
businesses. I had thought that some help could be secured from
a study of the attitude of the buying public toward some of the
listed securities, but in the light of what the board of tax appeals
said in the Fish appeal this would be a futile thing indeed. In
that appeal it was attempted to value the Fish stock upon the
basis of a comparison with stock of the Hartman Corporation,
another installment furniture house, which was listed and had a
determined market value, but the board said: “An examination of
the statements covering the Hartman Corporation in comparison
14
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with those of the L. Fish Furniture Co. introduced in evidence is
conclusive of the small amount of weight to be attached to com
parative statements of this character, particularly when the pur
pose is to show some relationship between book values and market
values of stock and it is attempted to be argued that the rela
tionship presumably existing in the one should be applied to the
other.”
Too much emphasis can not be placed upon the fact that good
will should not be overestimated in an inheritance-tax appraise
ment even though there are notable instances such as Woolworth
and Kresge and General Electric and other companies upon whose
goodwill the public has placed a value many times the value of the
tangible assets. I believe that the “asset” method as described
above is inclined decidedly to overvalue goodwill because it
capitalizes all earnings above 6 per cent. The straight capitali
zation method is more flexible and will arrive at an equitable
result both to the government and the estate if a fair rate of
capitalization is agreed upon. It might be well to state here that
the government departs from the straight capitalization method
in so far as assets in the form of land, buildings, securities and cash
are concerned. In the Fish appeal the board of tax appeals as
sumed that such assets earned 5 per cent and deducted the amount
of the assumed earnings from the total net earnings before capital
izing them. The market value of those assets was then added to
the capitalized earnings to make the total value of the business.
Thus a distinction is made between the earnings of the business
and the earnings from securities and other property held by the
corporation. Only the earnings attributable to the business are
capitalized. In line with this practice I wish to advert to a situa
tion brought about by the popularity of so-called corporation and
partnership insurance. It is a common practice for corporations
to take out insurance policies on the lives of important officers or
stockholders as a measure of protection against the loss of their
services. If a corporation takes out a policy for $100,000 on the
life of its president and chief stockholder what effect does the right
of the corporation to that $100,000 have on the value of the stock
for inheritance-tax purposes? The government contends that
$100,000 should be added to the value of the business. The only
authority of any kind upon the question, however, is a recent deci
sion of the surrogate’s court of New York holding that such insur
ance money should not be considered in valuing the stock left by
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the decedent as he did not die “seized and possessed ” of stock that
was enhanced by the value of a sum that could not possibly be due
until after his death. It is a technical point but one that may
mean a great deal in the valuation of a particular stock. In my
opinion the New York surrogate is right and the commissioner is
wrong.
In the foregoing I have attempted to show the nature of goodwill
and its importance to the holder of common stock, the great reli
ance that investors place upon goodwill rather than tangible
assets, and the consequent danger of stressing assets in valuing
common stock for inheritance-tax purposes. At the same time I
have attempted to indicate the danger of comparing, for the pur
pose of inheritance-tax valuation, the values put upon goodwill by
the public in its dealings in listed securities on account of the
transitory nature of goodwill and the large part that the personal
ity of an individual may play in keeping goodwill alive. In my
opinion the capitalization-of-earnings method is not only the fair
est but the most logical approach to the solution of the problem of
valuing securities for inheritance-tax purposes.
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